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NOTES AND MEMORANDA 



THE CHIEF PROBLEM OF ECONOMIC THEORY ^ 

In the May issue of this Journal Professor Kleene pub- 
Ushed a review of my Grundsdtze der Volkswirtschaftslehre. It 
is not my intention to inquire whether it does justice to my 
several theories or to these theories considered as a complete 
system. I wish to call the attention of American economists 
to certain problems from which I started and which receive 
rather too brief treatment in the reviewer's presentation. 
These problems and points of view are very different from 
those hitherto customary and, in my opinion, much more in 
accord with the actual relations of economic life. Moreover, 
Professor Kleene's review is typical of the difficulty, which 
the older German economists also share, of shifting from the 
traditional point of view to that of my theories. For Ameri- 
can economists this difficulty is still greater. Unfortunately 
since the war I have been quite unable to follow American 
theoretical literature as thoroly as formerly; but as far as I 
can determine, the ordinary way of treating our subject 
— I call it politico-economic, because it stresses national 
wealth, or technical-economic, because it has for its point of 
departure supplies of goods and their production — is even 
more firmly intrenched there than in Germany. I attacked 
the imputation theory for the first time in 1908 in my article 
Ertrag und Einkommen, which I was able to submit to a num- 
ber of American economists during my visit to that country, 
and subsequently I replaced it by my price and income theory. 
Since then nobody in Germany has ventured to defend the im- 
putation theory, even tho the opponents of my theory have 
nothing to offer in its place. Even so convinced a supporter of 

1. Translated by A. E. Monroe. 
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the classical theory as Diehl, who in 1908 in a review of my 
article declared that "an explanation of interest will still be 
possible only on the basis of the idea of the productivity of 
capital," is now turning away from this conception. 

For Professor Kleene, however, the imputation theory is 
still axiomatic. And that theory is an absolute necessity, if 
one still reasons on the basis of value theory and believes in 
the possibility of deriving the value of production goods from 
the value of consumption goods. Not until one gives up the 
whole value concept — and in the arguments of Professor 
Kleene it still plays a most mischievous part — does one 
recognize that production goods are costs, have no "value," 
but yield merely prices, which are explained by my price 
theory; not till then does one recognize also that every impu- 
tation of value is superfluous — a fiction. Schumpeter says 
that practical life solves the problem of value imputation and 
so it must be soluble in theory also. A characteristic error of 
the traditional theory! In practical life there are only prices 
of cost goods ; these are never an expression of value and are to 
be explained only by the theory of prices. 

The situation is quite the same in the other sphere in which 
the imputation theory plays a part — in the explanation of 
the shares of income which are to be imputed to the contribut- 
ing factors of production, whether within an undertaking or 
in the whole economic structure. Only because Professor 
Kleene does not recognize that all incomes are prices or made 
up of prices, and that even interest is nothing but a price, can 
he claim that according to my theory the existence and rate of 
interest remains a riddle. A riddle only for him who cannot 
free himself from the idea of an imputation to the various fac- 
tors of production and from all the errors connected with it. 

The chief problem of economic theory then is : can the or- 
ganization of exchange be explained by a theory of distribu- 
tion and imputation, or is the formation of income to be 
explained only by a theory of prices? This question, however, 
leads to a still more general one : are the principal concepts of 
economic science — price and income — to be treated as stocks 
of goods or as price expressions? The former is the traditional 
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method, which I therefore call materialistic. It was the neces- 
sary result of basing the science on national wealth and of the 
economic point of view involved therein. Only a stock of goods 
could be considered national income, and so prices and all 
economic concepts were also regarded as stocks of goods. 
This conception received its most consistent application in 
America in the system of Clark. Schumpeter followed him. 
The latter, however, has turned more and more from it of 
late, because the problems of money cannot be explained in 
this way. 

In reality, however, all problems of economic theory are 
money problems, and an analysis of the relations of quantities 
of goods, instead of a price and income theory based on 
money, is impossible. It is not possible to explain the distribu- 
tion of wealth as a simple movement of quantities of goods, 
because this distribution is assumed by the money mechan- 
ism, and because important effects on the distribution of 
wealth can result from the side of money, which today is of 
such cardinal importance, at least in Germany. 

To replace the concept of the money mechanism of ex- 
change by a theory of imputation is impossible, however, for 
two reasons. 

(1) First, the causal sequence in the attainment of money 
yields [Ertrdge] is just the reverse of that in the attainment of 
production. Every imputation, however considered, must in 
the last analysis be based on the fact that products are de- 
rived from production goods — land, tools, labor. Money 
yields, however, are never derived from production goods, 
causally are not traceable to them. Here the causal sequence 
is the reverse : only with a view to the money yields and to the 
consumers' valuations of goods behind those yields are pro- 
duction goods provided at all. Cloth is produced by the loom, 
it is true, but valuations of the finished cloth are first the 
cause of the loom, the reason why costs were expended on the 
loom. And they are expended on it only up to the point 
where the weaver recovers, besides all other costs, a certain 
money yield. It is from this striving for money yield, which 
again results from the price of the finished cloth, that the 
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price of the loom is to be explained and in my theory is ex- 
plained; not by any imputation. 

(2) The second reason why an imputation to production 
factors is impossible is closely connected with the first. Yields 
and incomes — whether considered as sums of money or 
stocks of goods — are not at all in proportion to the produc- 
tion factors or to the service, are no remuneration for the 
special service. This idea of a remuneration also is a constant 
error in the traditional theory, which is inseparably involved 
with imputation and appears typically in Bohm-Bawerk and 
Clark. One wage, however, is not high because the work is 
difficult, another lower because the work is easier or shorter. 
One profit is not higher because more capital was used, an- 
other lower because less capital was used. The high wage is 
high because the supply of the services in relation to the de- 
mand is small, the other is low because a large supply finds 
only a relatively small demand. Therefore income shares are 
to be explained only as an aspect of price determination, and 
are so explained by me. 

Of all this the reader learns nothing from Professor Kleene's 
review. With respect to my rejection of the imputation 
theory he refers only to the incidental remark quoted from 
my pupil Mohrmann that not bow plus arrow equals bird, 
but bow times arrow, and therefore one cannot impute part 
of the product to any one factor. But this idea of an equa- 
tion is also completely contrary to my views. It is not a ques- 
tion of any kind of equalization — all equating in economic 
theory is absurd, at least it can explain nothing — but of a 
comparison of utiUty and cost, in which the cost expendi- 
tures are determined by the expected utility. 

Because of the entirely different causal sequence the in- 
vestigation of monetary phenomena cannot be replaced by 
one of the technical relations between production goods and 
products, nor can their explanation result from an imputation 
to factors of production. Professor Kleene remarks that "a 
formulation of economic theory in terms of money prices 
rather than in terms of value and of quantities of goods has 
some pedagogical advantages." Professor Kleene is scarcely 
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aware what astonishment this peculiar opinion must arouse 
not only in me but in many German economists who, as a 
result of the experiences of economic life, have long since 
progressed beyond this stage of economic theory. To be sure, 
the so-called national wealth, an imaginary magnitude with 
which economic theory is not concerned, consists of goods; 
but the problems of exchange and of taxation are money 
problems. 

It is thoroly erroneous, therefore, when Professor Kleene 
says "to the seasoned theorist there is a gain in stripping off 
the monetary side of economic phenomena to get at funda- 
mental factors, to think in terms of value rather than of 
price." The fundamental factors of economic life are not 
stocks of wares and instruments of production, but are of a 
psychological order — wants and comparisons between utility 
and costs, which in these days of sharp separation between 
the economics of consumption and acquisition also find their 
point of departure in money. For this view of economic life, 
however, nothing is more dangerous and confusing than the 
"value" concept, which in Professor Kleene's argument 
against my theory plays the principal r61e. On this point also, 
I believe, progress has been made in Germany. With the ex- 
ception of entirely unprogressive theorists, to whom nobody 
pays attention, nobody in Germany now ventures to speak of 
exchange value and the like. As a matter of fact there is no 
exchange value, there is nothing in economic life except 
prices, obtained and estimated prices. (The price estimating 
of durable cost goods, the so-called capitalization, is thoroly 
discussed in my Grundsatzen.) A theory has all the greater 
claim to truth the less it uses figments which are not met in 
economic life. Therefore nothing will ever come of this 
"thinking in terms of value." 

In this connection reference may be made to Professor 
Kleene's curious remark that my theory is one "of compara- 
tive price only, that is of value. ... To make it a complete 
theory of prices, it needs to be supplemented by a theory of 
general price level." The "general price level" is also one of 
the most confusing and erroneous notions in economic theory. 
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The measurement of it has a certain interest for statisticians; 
but one can recognize the movement of prices and their 
causes only by considering the effects of supply or demand on 
particular prices, not by computing an average price level. 
Thanks to my continued controversy against it and to the 
things which we unfortunately have had to witness in Ger- 
man economic life, the concept of an average price level plays 
little or no part in discussions of present-day price problems 
in Germany, and Professor Kleene's admonition that other 
German economists and I should not so confuse the problems 
of the price level has rather missed the mark. 

Professor Kleene says with respect to the question whether 
there be monetary problems or those of stocks of goods, "if he 
had been less fascinated by it (the money veil) , he might not 
have overlooked so completely certain important problems." 
For example, he says, there is nothing in the two bulky vol- 
umes about the character of capitalistic production or about 
the r61e of capitalists in the increase or maintenance of the 
apparatus of production. There, it seems to me, my critic 
again allowed himself to be influenced too much by his tradi- 
tional materialistic point of view. For capitalistic economy is 
not characterized by theutilizationof production goods simply 
— in that case there would never have been a non-capital- 
istic period — but, as Marx has already pointed out, tho with 
a bias, by the fact that the production goods are translated 
into the money form, are estimated in money terms. And so 
the question "of the part played by capitalists in increasing 
or maintaining our productive apparatus" is one of money 
economy. Production goods are bought with money, and the 
problem of capital creation is: to what extent and on what 
production goods is money, i. e., income shares, expended. 
Professor Kleene's assertion that there is nothing on this 
question in my book is very strange. For in Part 10 there is a 
very thoro discussion, under the very title of Capital Forma- 
tion. Perhaps, however, he did not find it "worth the effort" 
to read so far. There I have developed theories about the 
connection between capital formation and consumption and 
in addition about the problem of crises, which are unques- 
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tionably new and which have since been much quoted and 
discussed in Germany. Why Professor Kleene passes them 
over in silence I do not know. 

It is true my book contains no solution of the imaginary 
problem raised by Bohm-Bawerk and the materialistic theory, 
which maintains that interest can be explained by imputa- 
tion to the material production goods, i. e., by a " productivity 
of capital." But mj^ work does give a thoro demonstration of 
the reason why this is an imaginary problem : because of the 
confusion of the technical with the economic causal sequence, 
in short because of the erroneous technical-materialistic con- 
ception of economics. Money yield does not arise from the 
factors of production of any kind, as products may be said to 
come from the earth, but the reverse : the yield, the prospect 
of it, is the first occasion for the utilization of production 
goods, whether labor, goods including land, or money. (Here 
also is the reason why I include land in capital, under certain 
conditions — • not in itself, for no production good is capital in 
itself — which Kleene mentions as a curiosity.) 

Yield is not a problem of economics at all, but a presuppo- 
sition, since all economic activity consists in obtaining an 
excess of utility over cost. And so it is just as erroneous to 
trace interest causally back to so-called capital goods as it is 
to trace the wage of the worker to the work or the money 
yield of the farmer or tenant to the land. The economic 
causal sequence is the reverse of the technical. In the former, 
production goods are costs, and, in whatever form, are pro- 
vided and utilized only in the expectation of a yield. The 
theoretically accurate formulation of this is the "law of the 
equalization of marginal yields." The reasons for this I can- 
not discuss further here. 

I am aware it will be a long tijne before this difference be- 
tween the technical and the causal sequence is generally 
recognized in all its consequences for economic theory. But 
deeper insight into the whole organization of exchange, the 
exposure of such imaginary problems as those connected with 
the materialistic concept of capital and the theory of imputa- 
tion, the feasibility of explaining present-day problems of 
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price change and the Hke, are so fundamental that their 
superior importance can hardly be denied, once they are 
understood. This is troublesome, to be sure, for the sup- 
porters of the older point of view, who cannot free them- 
selves from their traditions and adopt the very different 
attitude which my theory requires. Professor Kleene's review 
is evidence of this. I can say today, however, on the basis of 
the adherence which this theory has secured in Germany, 
Switzerland, Holland, and Japan, that it will make its way. 
For above all, it is much more realistic than the traditional 
attitude. I had hoped that there might be persons who 
would appreciate its basic idea in the United States also, 
where, next to Germany, there is the greatest interest in eco- 
nomic theory, altho I knew that the materialistic theory had 
taken deep root there. Professor Kleene's article is the first I 
have seen from this quarter. I do not believe that all Ameri- 
can economists will hold to his position. I have therefore 
taken the liberty of calling attention to some of the funda- 
mental problems which have led me to work out my opinions. 

Robert Liefmann. 
Fbeiburg, Gebmant. 



